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As part of its statutory conversion under sec.
1012(a) and (b) of the Tax Reform Act of 1986, Pub. L
99-514, 100 Stat. 2390, froma tax-exenpt to a taxable
entity, petitioner generally was entitled to step up
its tax basis in its assets to their Jan. 1, 1987, fair
mar ket val ue.

Hel d, anong other things, for 1994: (1) The basis
step-up provision of sec. 1012(c)(3)(A) (ii) of the Tax
Ref orm Act of 1986, Pub. L. 99-514, 100 Stat. 2394, is
not limted to “sale or exchange” transactions; and (2)
because petitioner’s valuation of its health insurance
group contracts did not constitute a contract-by-
contract valuation, did not establish a credible
di screte value for each contract, and is otherw se
deficient, clainmed | oss deductions under sec. 165,
|. RC., in the cunmul ative total anpunt of $3,973, 023
relating to petitioner’s 376 health insurance group
contracts that were termnated in 1994 are not
al | owabl e.



Peter H Wnslow and Sanuel A. Mtchell, for petitioner.

Ruth M Spadaro, Janes D. Hill, Robin L. Herrell, and

Adam Trevor Ackerman, for respondent.

OPI NI ON

SW FT, Judge: For 1994, respondent determ ned a deficiency
of $532,192 in petitioner’s Federal incone tax.

The issue for decision involves the allowability of
$3,973,023 (hereinafter rounded to $4 mllion) in cunulative
total |oss deductions clainmed under section 165 relating to
petitioner’s health insurance group contracts (group contracts).

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for 1994, and all Rule
references are to the Tax Court Rules of Practice and Procedure.

Petitioner, Capital Blue Cross, is the common parent of an
affiliated group of corporations that filed consolidated
corporate Federal inconme tax returns. The |oss deductions at
issue relate to the business activity of Capital Blue Cross, and
references to “petitioner” in the singular refer only to Capital

Bl ue Cross.

Backgr ound

Sone of the facts have been stipulated and are so found.
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In 1938, petitioner was organi zed under the | aws of
Pennsyl vania as a “hospital plan corporation” to provide health
i nsurance to individuals and to sponsoring groups (e.g.,
enpl oyers). Petitioner maintains its corporate office in
Harri sburg, Pennsyl vani a.

In 1972, petitioner becane |licensed as an i ndependent Bl ue
Cross Associ ation under which license petitioner was authorized
to sell health insurance to individuals and to sponsoring groups
| ocated within a 19-county area of south-central Pennsylvania
under the registered trade nanme and service mark of the Blue
Cross Associ ati on.

In 1982, the Blue Cross Association nerged with the Nati onal
Associ ation of Blue Shield Plans to formthe Blue Cross Bl ue
Shi el d Association (BCBS). After BCBS was formed in 1982
petitioner operated as an i ndependent |icensee of BCBS and
continued to sell health insurance to individuals and to groups
in south-central Pennsyl vani a.

On Novenber 1, 1985, by nerger with Blue Cross of Lehigh
Val | ey, petitioner also acquired the right to sell health
insurance in the two counties |ocated in Lehigh Valley,

Pennsyl vania. Thereafter, under the registered trade nane and
service mark of BCBS, petitioner sold health insurance to
i ndi viduals and to groups located within a 21-county area in

sout h-central and in Lehigh Valley, Pennsylvani a.
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In its service area, petitioner provided (and continues to
provi de) health insurance to individuals and to groups who
entered into contracts with petitioner for health insurance
coverage and who paid premuns for the coverage. Consistent with
its social mssion, generally the physical condition of
i ndi vidual s and of the individual nenbers of the groups applying
for health insurance was not a basis for petitioner to decline to
provi de heal th i nsurance coverage.

As of January 1, 1987, not including health insurance
contracts that petitioner had entered into directly with
i ndi vidual s, petitioner had outstanding 23,526 health insurance
group contracts.!?

Ceneral ly, sponsoring organi zations for each group contract,
such as enployers, as well as the individual nenbers of each
group were to pay premuns to petitioner, and petitioner was to
provi de health i nsurance coverage to the individual nenbers of
each group and, where applicable, to the spouse and to the

dependent s of each nenber. 2

! Because a nunber of groups had entered into nore than one
contract with petitioner, the 23,526 group contracts in effect on
Jan. 1, 1987, represented 12,579 separate groups.

2 The manner by which the paynent of prem uns to petitioner
with regard to each group contract was divided between the group
sponsor and its individual nenbers was deci ded by each group, and
petitioner had no say in that matter. References herein to
“prem uns” do not distinguish between the portion thereof to be
paid by a sponsoring group and the portion thereof to be paid by

(continued. . .)
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Ceneral ly, each individual nenber of a group who purchased
i nsurance frompetitioner could elect the type of insurance
benefit and the type of insurance coverage that would be
appl i cabl e.

We use the word “benefit” herein to distinguish between
i nsurance that was applicable to an individual only, to an
i ndi vidual as a parent with one or nore dependents, or to an
i ndividual as a parent with a spouse and children (famly).

We use the word “coverage” herein to distinguish between the
different types of nedical costs that, as of January 1, 1987,
were reinbursable by petitioner under the various group contracts
as follows.

Under basic nedical, the costs of basic nedical services

performed by “professional providers” (e.g., doctors, dentists,
optonetrists, and physical therapists) were covered.

Under basic hospital, the costs of basic hospital services

such as inpatient and outpatient services obtained in hospitals
or in surgical centers were covered.

Under nmj or nedical, nmajor nedical services not covered

under basic nedi cal and basic hospital were covered. Mjor
medi cal al so covered a portion of the costs of prescription

drugs.

2(...continued)
i ndi vi dual nmenbers of each group
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Under conprehensive, the costs of basic nmedical services,

basi ¢ hospital services, and major nedical services were all
cover ed.

As a hospital plan corporation, the health insurance
prem uns charged by petitioner were regul ated by the Pennsylvania
| nsurance Departnent (PID). Petitioner was required annually to
submt for approval to the PIDits proposed health insurance
prem umrates.

As of January 1, 1987, total annual prem uns charged by
petitioner with respect to each group contract were based on one

of three prem umrating nethods.

Community-Rated Group Contracts

Premuns relating to groups consisting of fewer than 100
i ndi vi dual nmenbers (representing approxi mately 90 percent of al
of petitioner’s group contracts) were “comunity-rated”, meaning
that annual prem uns for each community-rated group were based on
the cunul ative clains history or clains experience of all of
petitioner’s community-rated group contracts with the sanme
benefit type (i.e., individual, single parent with dependents, or
famly) and with the sane coverage type (i.e., basic nedical
basi ¢ hospital, major nedical, or conprehensive). ains
experience (or clains submtted to petitioner) for the current
year relating to all comunity-rated group contracts with the

sane benefit and coverage type would be reviewed by petitioner
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and woul d serve as the basis for the premuns to be charged in
the follow ng year for group contracts with the sane benefit and
t he same coverage type.

As indicated, the distinguishing feature of conmunity-rated
group contracts was that the annual prem uns and the annual
i ncrease or decrease, if any, in premumrates relating to
communi ty-rated group contracts would be the sane for al
community-rated group contracts with the sane benefit and the

same coverage type.

Experi ence- and Cost-Plus-Rated G oup Contracts

Prem uns petitioner charged relating to groups with 100 or
nore individual nenbers (representing nore than half of the total
prem uns petitioner received) were either “experience” or “cost-
pl us” rated.

Wth regard to experience-rated group contracts, total
clainms received by petitioner fromnenbers of each experience-
rated group would be reviewed and woul d constitute the basis for
the premuns to be charged to the group in the foll ow ng year
Qovi ously, under this nmethod, premumrate increases or decreases
relating to each experience-rated group contract woul d be uni que.

Experience-rated group contracts offered by petitioner had
either a “retrospective refund” or a “retrospective credit”
feature (the first providing a cash refund, the second providing

a credit) relating to situations where total prem uns received by
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petitioner in a year froma group were consi dered excessive in
light of the total nedical clains paid by petitioner during the
year on behalf of the group and its nenbers.

Cost-plus group contracts sinply represented a variation of
experience-rated group contracts. Prem uns on cost-plus group
contracts would be calculated for the foll ow ng year based upon
clainms submtted to petitioner and petitioner’s admnistrative
costs relating to each group for a year

Cost-plus group contracts offered by petitioner had a
retrospective adjustnent feature that, where applicable, adjusted
the total prem uns received by petitioner for a year to reflect
the group’s actual clains and petitioner’s admnistrative costs

for the year relating to the group

O her Matter

As indicated, the rating fornmul as used by petitioner to
determne the premumrates for its group contracts were subject
to annual approval by the PID

Unl ess term nated, conmunity-rated group contracts were
automatically renewed with petitioner on a nonth-to-nonth basis,
and experience-rated and cost-plus group contracts were
automatically renewed with petitioner on an annual basis.

Regar dl ess, however, of the nom nal renewal terns associated
wWith petitioner’s group contracts, as a practical matter, all of

petitioner’s group contracts were effectively termnable at wll
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by each group because at any tine a group could stop paying the
prem uns owed to petitioner which would result in the
cancel l ation by petitioner of the contract.

G oups whose health insurance group contracts with
petitioner were term nated were placed by petitioner on a
prospective custoner list that was used by petitioner in
subsequent years to contact the groups and, where appropriate, to
seek renewal of the contracts.

As of January 1, 1987, in petitioner’s 21-county service
area no other health insurance conpany mai ntai ned a better
provi der network (consisting of hospitals, doctors, and other
providers of health care) or offered better health care benefits
at premumrates conparable to those of petitioner, and in its
service area petitioner maintained a dom nant share of the
medi cal heal th i nsurance market.

By 1987, however, the national health insurance marketpl ace
was experiencing rising health care costs, the energence of new
health care products, and the continued gromh of alternative
health care product delivery services such as Heal th Mi ntenance
Organi zations (HM3s), Preferred Provider Organizations (PPOs),
and health insurance plans adm nistered by third party
adm ni strators.

As a result, by 1987, petitioner faced increased conpetition

from HMOs and from PPGCs.
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Fromits organization in 1938 through the tinme of trial in
March and April of 2003, petitioner has been exenpt from
Pennsyl vani a prem um and Pennsyl vani a i ncone taxes. See 40 Pa.
Cons. Stat. Ann. sec. 6103(b) (West 1999).

Fromits organization in 1938 through Decenber 31, 1986, for
Federal incone tax purposes, petitioner operated as a tax-exenpt
organi zati on under section 501(c)(4) and its predecessor
st at ut es.

Ef fective January 1, 1987, as a result of enactnent of
sections 501(m and 833 and because petitioner constituted an
exi sting Blue Cross Blue Shield organi zation, petitioner becane
subj ect to Federal incone tax. Tax Reform Act of 1986, Pub. L
99-514, sec. 1012(a) and (b), 100 Stat. 2085, 2390-2394 (TRA
1986). The basis step-up provision of section 1012(c)(3)(A(ii)
of TRA 1986 (hereinafter generally cited sinply as TRA 1986
section 1012(c)(3)(A)(ii)) was applicable specifically to
petitioner and to other Blue Cross Bl ue Shield organizations.
This basis step-up provision, in situations about which the
parties dispute, provided generally that Blue Cross Blue Shield
organi zati ons such as petitioner were entitled, for purposes of
determ ning gain or loss for Federal incone tax purposes, to step
up their tax basis in assets owned on January 1, 1987, to the

assets’ January 1, 1987, fair market val ue.
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The conversion of Blue Cross Blue Shield organizations to
t axabl e status was enacted because Congress believed that the
prior tax-exenpt status of these organi zations provided the
organi zations unfair conpetitive advantages over taxable
comercial health insurance conpanies. H Rept. 99-426, at 664
(1985), 1986-3 C.B. (Vol. 2) 1, 664.

Petitioner’s 376 health insurance group contracts in issue
herein for 1994 constituted for petitioner self-created assets.?

Under st andabl y, because it was exenpt from Federal income
tax, fromits organization in 1938 through 1986 petitioner did
not reflect in its tax books and records any cost basis relating
toits self-created health insurance group contracts.*
Accordingly, the basis step-up provision of TRA 1986 provides
petitioner with the only ground for establishing a tax basis in
the 376 group contracts.

Because of petitioner’s new taxable status and under
petitioner’s interpretation herein of the basis step-up provision

of TRA 1986, beginning January 1, 1987, petitioner woul d have

3 Apparently, petitioner’s 376 group contracts (which were
termnated in 1994 and to which the |oss deductions in dispute
herein relate) do not include any of the Lehigh Valley group
contracts that arguably were “purchased” by petitioner in 1985
when petitioner nmerged with Blue Cross of Lehigh Valley.

4 Also, for the indicated pre-1987 years the evidence does
not indicate that petitioner’s financial books and records
reflected any cost basis in its self-created health insurance
group contracts.
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been entitled to make adjustnents in its tax books and records to
reflect a step up in its tax basis, for purposes of determ ning
gain or loss, relating to each of its 23,526 group contracts that
were in effect on January 1, 1987 (including the 376 group
contracts at issue herein), fromzero to an anount equal to each
contract’s January 1, 1987, fair market value. During 1987
t hrough 1994, however, in petitioner’s tax books and records no
such tax basis adjustnents were nade.

Accordingly, on its originally filed corporate Federal
income tax returns for 1987, 1988, 1989, 1990, 1991, 1992, and
1993, petitioner clainmed no | oss deductions under section 165
relating to its health insurance group contracts that were
out st andi ng on January 1, 1987, and that were term nated during
each respective year.

On its 1994 corporate Federal incone tax return, petitioner
first claimed | oss deductions under section 165 relating to
term nated health i nsurance group contracts.

As filed on approximately Septenber 15, 1995, there was
reflected on petitioner’s 1994 corporate Federal incone tax
return | oss deductions under section 165 in the cunul ative total
amount of $2,648,249 relating to the clained fair market val ue of

the 376 group contracts (that were anong petitioner’s 23,526
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group contracts in effect on January 1, 1987, and that were
termnated in 1994).°

The total $2,648,249 in | oss deductions clainmed on
petitioner’s 1994 corporate Federal incone tax return was based
on a Septenber 10, 1995, valuation report (initial valuation
report) prepared for petitioner by a major accounting firm The
initial valuation report calculated a value for all of
petitioner’s 23,526 group contracts that were in effect on
January 1, 1987, by separating the contracts into two bl ocks --
smal|l groups (with less than 100 i ndividual nenbers) and |arge
groups (with 100 or nore individual nenbers). The initial
val uation report set forth, as of January 1, 1987, a cunul ative
total value for all of petitioner’s small group contracts of
$57.8 mllion, and a cumul ative total value for all of
petitioner’s large group contracts of $105.7 million, for a
conbi ned cumul ative total value for both bl ocks (representing al
23,526 of petitioner’s group contracts in effect on January 1,

1987) of $163.5 mllion.

5 Petitioner has not clained | oss deductions relating to
the termnation of any health insurance contracts that it entered
into directly with individuals. Also, where a group entered into
nore than one contract with petitioner, petitioner clainmed a | oss
deduction with regard to its nultiple contracts wth that group
only in the year in which the group’s last contract with
petitioner was term nated. Because of this last point, the 376
group contracts for which petitioner now clains | oss deductions
for 1994 actually represent 698 insurance contracts relating to
376 groups.
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The total $2,648,249 in | oss deductions clainmed on
petitioner’s 1994 corporate Federal incone tax return apparently
constituted sinply a pro rata share of the valuation reflected in
the initial valuation report of petitioner’s small group
contracts and a pro rata share of petitioner’s |arge group
contracts.®

Also, in the fall of 1995, at approximtely the sanme tinme
that petitioner filed its 1994 corporate Federal incone tax
return, petitioner filed amended corporate Federal incone tax
returns for 1991, 1992, and 1993 (the years then open under the
applicable refund periods of limtation) in which petitioner
cl aimed | oss deductions under section 165 and tax refunds
relating to the clainmed cunul ative total fair market value (as
calculated in the initial valuation report) of petitioner’s
heal th i nsurance group contracts that were in effect on
January 1, 1987, and that were term nated during each respective
year .

On audit, in a notice of deficiency dated August 16, 2001,
respondent disallowed conpletely the $2,648,249 in total
cunul ative | oss deductions for 1994 relating to the 376 group

contracts termnated in 1994. Also, petitioner’s clainmed refunds

6 Because petitioner did not introduce into evidence herein
the initial valuation report, the particular math associated with
the $2,648,249 total valuation reflected therein is not in
evi dence.
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for 1991, 1992, and 1993, relating to group contracts term nated
in those years, were not allowed by respondent.

In its petition filed herein on Novenber 13, 2001,
petitioner clainmed | oss deductions under section 165 in the total
anount of $3,342,944 relating to the clainmed cunul ative total
val ue of the 376 group contracts termnated in 1994. No
explanation is provided as to the increase in this anount from
the $2,648,249 in total |oss deductions clainmed on petitioner’s
1994 corporate Federal inconme tax return relating to the 376
group contracts.

Subsequently, and in preparation for trial which was held in
March and April of 2003, petitioner’s trial expert wtness
prepared a valuation report dated January 30, 2003, in which he
cal cul ated, as of January 1, 1987, a cunulative total fair market
value of $4 mllion for the 376 group contracts that were
termnated in 1994 (based on a cunul ative total fair market val ue
of $131, 697,202 for all 23,526 of petitioner’s group contracts in

effect on January 1, 1987).7

" The record is unclear as to how, for the 376 group
contracts termnated in 1994, petitioner’'s trial expert
cal cul ated a higher cunulative total value ($4 mllion) than was
calculated in petitioner’s initial valuation report ($2.6
mllion), even though for all 23,526 of petitioner’ s group
contracts in effect on Jan. 1, 1987, petitioner’s trial expert
calculated a | ower cumul ative total value ($132 mllion) than the
initial valuation report ($163.5 mllion).
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Accordingly, based on its trial expert’s valuation of the
376 group contracts, petitioner now clains total |oss deductions
for 1994 under section 165 in the amount of $3,973,023 (an
i ncrease of $1,324,774 over the $2,648,249 in total |oss
deductions cl ainmed therefor on petitioner’s 1994 corporate
Federal inconme tax return).

Further, on March 31, 2002, petitioner filed second anended
corporate Federal incone tax returns for 1992 and 1993,
increasing for those years the total |oss deductions clained
under section 165 relating to term nated group contracts for
t hose years.

For years after 1994, petitioner continued to claimloss
deductions under section 165 relating to the val ue of
petitioner’s group contracts in effect on January 1, 1987, that
were termnated in each respective year.

For 1991 through 2000, the |oss deductions clainmed by
petitioner under section 165 relating to petitioner’s valuation
of group contracts termnated in each year (that were in effect
on January 1, 1987) total approximately $37 million as set forth

bel ow



Ampunt of
Year Cl ai ned Loss Deductions
1991 $ 7,998,612
1992 7,234, 627
1993 4,719, 542
1994 3,973, 023
1995 2,816, 165
1996 3, 120, 934
1997 1, 444, 088
1998 1, 750, 240
1999 2,190, 111
2000 1,861,149

$37, 108, 491

Di scussi on

The primary issues for decision involve a |legal issue and a
factual issue, as follows: (1) Wuether the basis step-up
provi sion of TRA 1986 is applicable to calculations of gain or
loss relating only to “sal e or exchange” transactions and not to
calculations of loss relating to the “term nation” of assets; and
(2) whether the specific and discrete fair market val ue, as of
January 1, 1987, of the 376 group contracts termnated in 1994
has been adequately established by petitioner for purposes of the

clained | oss deducti ons under section 165.

Construction of TRA 1986

As expl ai ned, supra, in conjunction with their conversion
from nontaxabl e to taxable status, Congress provided for Blue
Cross Blue Shield organizations a fair market val ue basis step-up
provi sion. The purpose of the basis step-up provision was to

prevent Blue Cross Blue Shield organizations from being taxed on
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appreciation in the value of assets that had occurred in pre-1987
years when the organi zati ons had not been subject to Federal
incone tax. H Conf. Rept. 99-841 (Vol. 11), at I1-350 (1986),
1986-3 C.B. (Vol. 4) 1, 350. The relevant statutory | anguage of
the basis step-up provision as set forth in TRA 1986 section
1012(c)(3) (A (ii), 100 Stat. 2394, provides as follows:

for purposes of determning gain or |oss, the adjusted

basis of any asset held on the 1st day of * * * [the

1st taxabl e year beginning after Dec. 31, 1986], shal

be treated as equal to its fair market value as of such

day.

Respondent argues that because the above statutory | anguage
fails to state expressly the kinds of |osses to which the basis
step-up provision is intended to apply, the statutory | anguage
shoul d be regarded as anbi guous and the | egislative history of
TRA 1986 section 1012(c)(3)(A)(ii) should be controlling. 1In the
| egislative history, it is stated that the basis step-up
provision is limted to “sale or exchange” transactions. The
rel evant | anguage fromthe conference report is underscored
bel ow

the basis of assets of * * * [BCBS] organi zations is

equal, for purposes of determning gain or loss, to the

anount of the assets’ fair market value on the first

day of the organization’s taxable year beginning after

Decenber 31, 1986. Thus, for fornerly tax-exenpt

organi zations utilizing a cal endar period of accounting

and whose first taxable year commences January 1, 1987,

the basis of each asset of such organi zation is equal
to the anount of its fair market value on January 1,
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1987. The basis step-up is provided solely for
purposes of determ ning gain or |0ss upon sale or
exchange of the assets, not for purposes of determn ning
anobunts of depreciation or for other purposes. The
basis adjustnent is provided because the conferees
believe that such fornmerly tax-exenpt organizations
shoul d not be taxed on unrealized appreciation or
depreciation that accrued during the period the

organi zati on was not generally subject to incone

taxation. [H Conf. Rept. 99-841 (Vol. 11), at I1-349-
I1-350, 1986-3 C.B. (Vol. 4) 1, 349-350; enphasis
added. ]

Petitioner argues that the statutory |anguage is not
anbi guous and provides no limtation on the types of transactions
to which the basis step-up provision applies and therefore that
the limting language in the legislative history is irrelevant.
In interpreting a statute, we look first to the | anguage of
the statute, and we |l ook only to legislative history to |earn the
purpose of the statutory | anguage or to resolve anbiguities in

the statutory | anguage. Robinson v. Shell Gl Co., 519 U S. 337,

340 (1997); Consuner Prod. Safety Commm. v. GTE Sylvania, Inc.,

447 U.S. 102, 108 (1980); Vvalansi v. Ashcroft, 278 F.3d 203, 209

(3d Cr. 2002); Fed. Hone Loan Mrtgage Corp. v. Conm SSioner,

121 T.C. 129, 134 (2003); Wells Fargo & Co. v. Conm ssioner, 120
T.C. 69, 89 (2003); Allen v. Comm ssioner, 118 T.C. 1, 7 (2002).

| f the | anguage of a statute is plain, clear, and
unanbi guous, the statutory |language is to be applied according to

its terns, United States v. Ron Pair Enters., Inc., 489 U S. 235,

241 (1989); Burke v. Comm ssioner, 105 T.C 41, 59 (1995), unless

aliteral interpretation of the statutory | anguage would lead to
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absurd results. Green v. Bock Laundry Mach. Co., 490 U.S. 504,

509 (1989); ldahoan Fresh v. Advantage Produce, Inc., 157 F. 3d

197, 202 (3d Cir. 1998); Gen. Dynam cs Corp. v. Conm ssioner, 108

T.C. 107, 121 (1997). As the Court of Appeals for the Third

Crcuit has explai ned:

Where the statutory | anguage is plain and unanbi guous,
further inquiry is not required, except in the
extraordinary case where a literal reading of the

| anguage produces an absurd result. * * * []ldahoan
Fresh v. Advant age Produce, Inc., supra at 202.]

Recently, in Trigon Ins. Co. v. United States, 215 F. Supp.

2d 687 (E.D. Va. 2002), supplenented at 234 F. Supp. 2d 581 (E.D
Va. 2002), the precise | egal question before us as to the
interpretation of TRA 1986 section 1012(c)(3)(A)(ii) and its
application to Blue Cross Blue Shield organi zati ons was

addressed. Triqgon Ins. Co. also involved clained | oss deducti ons

under section 165 relating to the term nation of health insurance
group contracts that were in effect on January 1, 1987. The
District Court agreed with the taxpayer (and with petitioner’s

| egal position herein) that the |anguage of TRA 1986 section
1012(c)(3)(A)(ii) was clear and unanbi guous and therefore that,
in spite of the limting |language in the legislative history, the
statutory basis step-up provision was not limted to gains or

| osses realized only on sale or exchange transactions, and the
basis step-up generally was applicable to the group contracts
termnated in each year. The District Court explained as

foll ows:
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The introductory clause of sec. 1012(c)(3)(A)(ii)
articulates that * * * [the basis step-up provision] iIs

to be used “for purposes of determning gain or |oss.”

The statutory text inposes no limt on the kind of gain

or loss to which the * * * [basis step-up provision]

applies. The conmmon usage of the words “gain or |oss,”

without Iimtation, plainly includes any gain or |oss.

* * * Thus, the statutory | anguage at issue, given its

ordi nary neaning, is plain and unanbi guous. * * *

* * * the inconsistency relied on by the United States

is created not by the text of statute but by a passage

in the legislative history * * *  [lLd. at 699.]

We agree with the District Court and with petitioner herein
as to the interpretation of TRA 1986 section 1012(c)(3) (A (ii).
We find the statutory | anguage of TRA 1986 to be clear and
unanbi guous. Reliance on the |anguage in the legislative history
to the contrary is not necessary and woul d not be appropriate
ot her than to understand the purpose of the statute.

Further, the plain nmeaning of TRA 1986 section
1012(c)(3)(A)(ii) is consistent wwth the purpose of the statute
-- nanely, in years after 1986 to allow Blue Cross Bl ue Shield
organi zations to avoid tax on appreciation that had occurred in
years when such organi zati ons were not subject to Federal incone
t ax.

The limtation on the basis step-up provision sought by
respondent would frustrate the above purpose and the overal
statutory schene of TRA 1986 section 1012(c)(3)(A)(ii). An
exanple set forth in petitioner’s posttrial brief illustrates

this point.
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| f petitioner sold an office building on January 1, 1994,
for a price equal to the building' s fair market val ue on
January 1, 1987, petitioner would not realize gain or incur tax
on the sale of the building because petitioner would have been
allowed to step up the building’s tax basis to its January 1,
1987, fair market value. Under respondent’s interpretation,
however, if on January 1, 1994, the building was uni nsured and
was totally destroyed by fire, and if petitioner clained a
deducti on under section 165 relating to the casualty | oss
associated with the fire, petitioner would not be allowed to
utilize the January 1, 1987, stepped-up basis in the building
because such | oss was caused by a fire, not by a sale or
exchange. This latter result (in which petitioner, as a taxable
entity for 1994, would be taxed on the pre-1987 appreciation in
the buil ding) would be inconsistent wwth the overall purpose of
TRA 1986 section 1012(c)(3)(A)(ii) to not tax such appreciation.?

We concl ude that the basis step-up provision of TRA 1986

section 1012(c)(3)(A)(i1) applies not just to sale or exchange

8 W also note that respondent’s legal position is contrary
to one of respondent’s own | egal advice nenoranda. |In Tech. Adv.
Mem 95-33-003 (Aug. 18, 1995, and not since revoked or
wi t hdrawn), the |anguage of the basis step-up provision of TRA
1986 sec. 1012(c)(3)(A)(ii) is construed by respondent as not
limted by the “sale or exchange” |anguage of the |egislative
hi story and as including an “abandonnent” of conputer software.

Also, in Field Service Advice 2000-01-002 (Jan. 7, 2000),
respondent reiterated the sane |egal interpretation of TRA 1986
sec. 1012(c)(3)(A)(ii) and concluded generally that the basis
step-up provision was not limted to sale or exchange
transacti ons.
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transactions but also to other types of transactions generating
| osses, such as the contract termnations involved herein. CQur
conclusion is supported by a plain reading of TRA 1986 section
1012(c)(3)(A)(ii) and is consistent with and does not frustrate
the overal|l purpose of TRA 1986 section 1012(c)(3)(A) (ii).

The Val uation of Petitioner’s
Health | nsurance Goup Contracts

Bef ore di scussing the evidence before us relating to the
val uation of petitioner’s health insurance group contracts, we
di scuss | egal precedent particularly relevant to the valuation of
cust oner - based i ntangi bl e assets where tax deductions and | osses
are clainmed with regard thereto. The court opinions typically
frame the issue as whether a taxpayer’s evidence, valuation, and
(where relevant) useful life determnation relating to the
i ntangi bl e assets are adequate to support the separate and
discrete tax treatnent clainmed. Were the taxpayer’s evidence is
found to be lacking, the intangi ble assets may be referred to as
“mass assets”.

I n Houston Chronicle Publg. Co. v. United States, 481 F.2d

1240 (5th Gr. 1973), the Court of Appeals for the Fifth Crcuit
upheld a District Court’s opinion that allowed a newspaper
publ i sher to depreciate the cost of subscription |ists that had
been purchased from another publisher. In reaching its

conclusion in Houston Chronicle Publg. Co., the Court of Appeals

di scussed at length and generally rejected the general argunent

made by the CGovernnent therein that the “mass asset” or
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“indivisible asset” rule, as a matter of |law, prevents
depreci ati on deductions for custoner-based intangible assets
where such assets are linked to goodw Il and where the intangible
assets possess sone of the sane qualities as goodw ll. 1d. at
1249- 1250.

The Court of Appeals, however, provided general guidance as
to the burden of proof where tax deductions relating to
i ntangi bl e assets are cl ai ned:

we are convinced that the “mass asset” rul e does not

prevent taking an anortization deduction if the

t axpayer properly carries his dual burden of proving

that the intangi bl e asset involved (1) has an

ascertai nabl e val ue separate and distinct from

goodwi I I, and (2) has a limted useful life, the

durati on of which can be ascertai ned with reasonabl e
accuracy. [ld. at 1250.]

In Newark Morning Ledger Co. v. United States, 507 U S. 546

(1993), with its purchase of a commercial newspaper, a taxpayer
acqui red subscriber contracts. The Suprene Court, before
deci di ng whet her the taxpayer could depreciate the val ue assi gned
to the subscriber contracts, explained the nmass asset or
i ndivisible asset rule and why certain custoner-based
i ntangi bles, as a factual matter, nay be nondepreci abl e
t hereunder, as foll ows:
When consi dering whether a particul ar custoner-

based i ntangi bl e asset may be depreciated, courts often

have turned to a “mass asset” or “indivisible asset”

rule. The rule provides that certain kinds of

i ntangi bl e assets are properly grouped and consi dered

as a single entity; even though the individual
conponents of the asset may expire or term nate over
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time, they are replaced by new conponents, thereby

causing only mnimal fluctuations and no neasurable

loss in the value of the whole. * * * [1d. at 557.]

The Suprenme Court expl ained further that custoner-based
i ntangi bl e assets relating to the expectancy of continued
busi ness may be depreci ated provided the taxpayer is able to
satisfy its evidentiary burden of establishing with reasonable
accuracy that the intangi ble asset is capable of being valued and
that the intangi ble asset dimnishes in value over an
ascertainable period of tine. |d. at 566. \Wether taxpayers
satisfy this dual burden (affecting the separate tax treatnent of
di screte custoner-based i ntangi bl e assets) constitutes a question
of fact. 1[1d. at 564.

In Newark Morning Ledger Co., because the Suprene Court

concluded that the taxpayer therein had satisfied its burden of
establishing the value and useful |life of the subscriber
contracts, the taxpayer was allowed the cl ai ned depreciation
deductions for the value assigned to the contracts. The Suprene
Court cautioned, however, that with regard to tax deductions
relating to custoner-based intangi bles a taxpayer’s burden of
proof “often will prove too great to bear.” 1d. at 566.

In the sane Newark Morning Ledger Co. opinion, the Suprene

Court made a nunber of simlar statenents regarding a taxpayer’s
evidentiary burden with regard to custoner-based intangible
assets (in the context of clained tax deductions relating

thereto), quoting in part fromearlier court opinions and
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enphasi zing the inportance of the taxpayer’s evidentiary basis to
support tax deductions relating to custoner-based intangible
assets (even though sone of the referenced opinions allowed the

deductions in dispute as did the Suprene Court in Newark Morning

Ledger Co.). W quote below these additional statenents fromthe

Suprene Court’s opinion in Newark Mrning Ledger Co.:

(1) “The courts that have found these assets depreciable
have based their conclusions on carefully devel oped fact ual
records.” * * * [lLd. at 560];

(2) “The * * * [Court of Clains in RRchard S. MIller & Sons,
Inc. v. United States, 210 C.d . 431, 537 F.2d 446 (1976)]
concl uded that the taxpayer had carried its heavy burden of
proving that the expirations had an ascertai nabl e val ue
separate and distinct fromgoodw Il and had a |imted useful
l[ife * *» * 7 [l1d. at 560];

(3) “The Tax Court [in Ctizens & S. Corp. v. Conm ssioner,
91 T.C. 463 (1988), affd. 919 F.2d 1492 (11th Cr. 1990)]
rejected the Comm ssioner’s position, concluding that the

t axpayer had denonstrated with sufficient evidence that the
econom c value attributable to the opportunity to invest the
core deposits could be (and, indeed, was) valued * * *.”
[1d. at 562];

(4) “The * * * [Tax Court in Co. Natl. Bankshares v.

Comm ssioner, T.C Meno. 1990-495, affd. 984 F.2d 383 (10th
Cr. 1993)] specifically found that the deposit accounts
could be identified; that they had limted lives that could
be estimated with reasonabl e accuracy; and that they could
be valued with a fair degree of accuracy.” * * * [ld. at
563] ;

(5) “The Court of Appeals [in Newark Mrning Ledger Co. V.
United States, 945 F.2d 555 (3d Gr. 1991), revd. 507 U.S.
546 (1993)] concluded further that in ‘the context of the
sale of a going concern, it is sinply often too difficult
for the taxpayer and the court to separate the value of the
list qua list fromthe goodw || value of the custoner

rel ati onships/structure.” [l1d. at 568.] W agree with that
general observation. It is often too difficult for

t axpayers to separate depreciable intangi ble assets from
goodwi I | .  But sonetines they manage to do it. And whet her
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or not they have been successful in any particular case is a
question of fact.” [ld. at 564];

(6) “Although we now hold that a taxpayer able to prove that
a particular asset can be valued and that it has a limted
useful life may depreciate its value over its useful life
regardl ess of how nuch the asset appears to reflect the
expectancy of continued patronage, we do not nean to inply
that the taxpayer’s burden of proof is insignificant.”

* * * [ld. at 566].

Subsequent to the Suprene Court’s 1993 opinion in Newark

Morning Ledger Co. v. United States, supra,® court opinions

consistently have made sim | ar statenents and consistently have
pl aced a heavy burden on taxpayers seeking tax deductions

relating to intangi ble assets. |In Ithaca Indus., Inc. v.

Comm ssioner, 17 F.3d 684 (4th Cr. 1994), affg. 97 T.C 253

(1991), the Court of Appeals for the Fourth Crcuit explained

that the Supreme Court’s holding in Newark Mrning Ledger Co.

“subsunmes the nmass asset rule under a broader inquiry ained at
determ ni ng whet her the asset can be valued”. [d. at 688 n.8.
“[Most of the cases purporting to apply the ‘nass asset’ rule
involve evidentiary failures on the part of the taxpayer”. |[d.

at 689 n.11 (quoting Houston Chronicle Publg. Co. v. United

States, 481 F.2d at 1249).

° W note generally that in 1993 sec. 197 was added to the
Code to allow for anortization of goodwi || and other intangible
assets (including custoner-based intangi bl es) purchased after
Aug. 10, 1993. Omi bus Budget Reconciliation Act of 1993, Pub.
L. 103-66, sec. 13261(g), 107 Stat. 312, 540. Sec. 197, however,
expressly excludes nost self-created intangible assets from
anortization treatnent thereunder, and petitioner herein makes no
argunent that it should be entitled under sec. 197, for 1994 or
any other year, to anortize any cost basis in the group
contracts.
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In Aobe Life & Accident Ins. Co. v. United States, 54 Fed.

. 132 (2002), the Court of Federal Cains explained that in
order for a taxpayer to be entitled to anortization deductions
relating to intangible assets, the taxpayer woul d have to prove:
(1) that the asset wastes over time, including that the
asset is not a regenerating mass asset;
(2) a reasonably accurate estimate of the period in
whi ch the asset wastes, neaning the asset’s useful
life; and
(3) a reasonably accurate estimate of the value of the
asset over its useful life. A taxpayer’'s failure to

prove any of the three prongs is fatal to its claim
[1d. at 136.]

In EMR Corp. & Subs. v. Conm ssioner, 110 T.C 402 (1998),

in disallow ng anortization deductions relating to expenditures
incurred in launching a nunber of regul ated investnent conpanies,
we explained that the availability of an anortization deduction
relating to an intangi ble asset “is primarily a question of fact”
with the taxpayer bearing the burden of proof. 1d. at 430

(citing Newark Morning Ledger Co. v. United States, 507 U. S. at

560, 566).
In Meredith Corp. & Subs. v. Conm ssioner, 102 T.C. 406

(1994), in disallowing clainmed anortization deductions relating
to an enpl oynment contract, we explained that the taxpayer’s
burden of proof was “not insignificant and ‘that burden often
will prove too great to bear.’” [d. at 436 (quoting in part

Newar k Morning Ledger Co. v. United States, supra at 566).
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In Turner Qutdoor Adver., Ltd. v. Conm ssioner, T.C. Meno.

1995- 227, in concluding that a group of |easehold interests did
not constitute a depreciable intangi ble asset, we explai ned that
“The critical question is the overall value of the | easehold
interests, and that anmount nust be shown with ‘reasonable

accuracy’.” 1d. (quoting in part Newark Mrning Ledger Co. V.

United States, supra at 566).

Sonme further discussion is appropriate wth regard
specifically to clained section 165(a) |oss deductions relating
to intangi bl e assets. Section 165(a) allows an ordinary
deduction for a business |oss sustained during a year where the
| oss is not conpensated for by insurance or otherwi se. The
anmount of a | oss deduction under section 165(a) is limted to the
t axpayer’s adjusted tax basis in the asset lost. Sec. 165(b).

The rel evant regul ati ons under section 165 nake it clear
that | oss deductions are all owable not just for |osses relating
to tangi bl e, depreciable property, but also for |osses relating
t o nondepreci able property. Section 1.165-2(a), |Inconme Tax
Regs., provides in part as foll ows:

A loss incurred in a business or in a transaction

entered into for profit and arising fromthe sudden

term nation of the useful ness in such business or

transacti on of any nondepreciable property, in a case

where such business or transaction is discontinued or
where such property is permanently discarded from use
therein, shall be allowed as a deduction under section

165(a) for the taxable year in which the loss is
actually sustained. * * * [Enphasis added.]
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Cenerally, to be entitled to | oss deductions under section
165(a) the | osses nust be evidenced by closed and conpl et ed
transactions, fixed by identifiable events, and sustained during
the year in which the deductions are clained. Sec. 1.165-1(b),

(d), Inconme Tax Regs. As explained in United Dairy Farners, |nc.

v. United States, 267 F.3d 510 (6th G r. 2001), the event that

identifies the loss of an asset “must be observable to outsiders
and constitute ‘sonme step which irrevocably cuts ties to the

asset.’” 1d. at 522 (quoting Corra Res., Ltd. v. Conm ssioner,

945 F. 2d 224, 226-227 (7th Gr. 1991), affg. T.C Meno. 1990-
133); JHK Enters., Inc. v. Conmm ssioner, T.C Meno. 2003-79.

In AJ. Indus., Inc. v. United States, 503 F.2d 660, 664

(9th Cr. 1974), the Court of Appeals for the Nnth Grcuit,
citing section 1.165-1(b) and (d), Incone Tax. Regs., stated that
“Aloss is not sustained and is not deductible because of nere
decline, dimnution or shrinkage of the value of property”.

A nunber of court opinions decided prior to the Suprene

Court’s opinion in Newark Mdrning Ledger Co. v. United States,

supra, involved |oss deductions clained under section 165 and
attenpted val uati ons of custonmer-based intangi ble assets, and we
believe themstill to have relevance in the context of the

i nstant case.

In Skilken v. Conm ssioner, 420 F.2d 266 (6th G r. 1969),

affg. 50 T.C. 902 (1968), upon its purchase of a vendi ng machi ne
busi ness, a taxpayer purchased contract rights for the placenent

of cigarette vending machines on different properties. These
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contract rights were termnable at wll and were affected by the
t axpayer’s ongoing relationship with the owmers of the properties
on which the vending machi nes were |located. 1d. at 267.
The Court of Appeals for the Sixth Grcuit concluded, anong

ot her things, that because the taxpayer in Skilken v.

Comm ssi oner, supra, had not val ued each contract right

separately no | oss deduction was allowable. 1d. at 270-271. The
Court of Appeals was not persuaded by the fact that the
t axpayer’s val uation nethod represented a recogni zed nethod in
the industry for valuing contract rights associated with a
vendi ng machi ne business. The Court of Appeals stated as
fol |l ows:
The rule of thunb enployed by [the] taxpayer no
doubt is an accurate reflection of the average val ue of
vendi ng machi ne | ocations in such circunstances. It is

not an accurate reflection, however, of the val ue of
any particular location. * * * [ld. at 270.]

In Sunset Fuel Co. v. United States, 519 F.2d 781 (9th Gr

1975), a taxpayer purchased froma distributor of fuel oil a
group of custoner accounts. The taxpayer val ued each account
based on a fornula of 4 cents for each gallon of fuel oi
purchased by the custoner during the prior 12-nonth period. As
i ndi vi dual custoners cancel ed their accounts with the taxpayer,
t he taxpayer clained | oss deductions under section 165 based on
t he above valuation fornmula. |1d. at 782. Because the taxpayer
did not adequately establish a basis in each separate account,

the court denied the clainmed | oss deductions under section 165
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relating to the cancellation of the individual custonmer accounts.

The Court of Appeals for the Ninth Grcuit explained as foll ows:

the indivisible asset rule prevents a | oss deduction
when the nature of the purchased asset is such that

i ndi vi dual accounts cannot be accurately valued. A

t axpayer nust be able to establish reasonably
accurately a basis in the particular account on which
the loss is claimed. Segregating out the goodwill is
only the first step. The taxpayer nust then prove the
portion of the total purchase price allocable to the
particul ar account lost. * * * [ld. at 783.]

The Court of Appeals in Sunset Fuel Co. concluded that the

taxpayer’s “rule of thunmb” valuation of assets for |oss deduction
pur poses was i nadequate and that | oss deductions had to be based
on the value of the separate assets. The court expl ai ned

further:

The * * * [value] of a particular account is a function
of the [expected] flow of future inconme * * *

di scounted by the risk of discontinuance or nonpaynent
of that particular account * * * a risk peculiar to
each account depending on the nature of the custoner
and his future plans and prospects. Application of the
indivisible asset rule reflects the fact that, when a
relatively fungi ble mass of accounts is purchased, the
t axpayer cannot determ ne the val ue of each account and
establish a basis in it, but rather determnes the

val ue of the whole using sone rule of thunb technique
whi ch di scounts the incone to be expected fromthe
whol e by the risk of discontinuance [which] experience
has indicated inheres in the mass as a whol e (thereby
averagi ng out the unique and indeterm nable risks of
each account). [ld. at 783-784; fn. ref. omtted.]

In Ralph W Fullerton Co. v. United States, 381 F. Supp.

1353 (D. Or. 1974), affd. 550 F.2d 548 (9th Gr. 1977), a

t axpayer purchased a group of insurance accounts as part of its
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pur chase of an ongoi ng general insurance agency. The taxpayer
argued that the group of insurance accounts constituted separate
assets with respect to which | oss deductions under section 165
shoul d be all owed as the accounts were term nated in anounts
equal to the alleged cost of the accounts. 1d. at 1354. The
court concluded that because the taxpayer failed to make an
adequate factual showing that it had val ued each custoner account
separately, no | oss deductions were allowable on term nation of
the separate contracts. 1d. at 1355.

In affirmng the District Court’s decision, the Court of

Appeals for the Ninth Grcuit in Ralph W Fullerton Co. v. United

States, 550 F.2d 548 (9th Cr. 1977), concluded that the formul a
used by the taxpayer was designed to val ue the aggregate and was
i nadequate to val ue separate accounts. The court stated as

foll ows:

val uation of custoner accounts by resort to a formul a
applied indiscrimnately to all accounts does not
sufficiently establish the portion of the purchase
price allocable to the individual accounts so as to
avoi d application of the nmass asset rule. Indeed,
resort to a formula * * * [is] an indication that the

i ndi vi dual val ue of the accounts cannot satisfactorily
be ascertained. * * * [ld. at 550 (citing Sunset Fuel
Co. v. United States, supra).]

As indicated, supra, recently in Trigon Ins. Co. v. United

States, 215 F. Supp. 2d 687, 720 (E.D. Va. 2002), clained | osses
relating to health insurance group contracts simlar to those

i nvol ved herein were not allowed because the taxpayer had not
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adequately established the fair market value (i.e., basis) of its
heal th insurance group contracts as of January 1, 1987.
In regard to the nature of the evidence needed to establish
t he amount of | oss deductions under section 165, Mertens, Law of

Federal | nconme Taxation, provides generally as follows:

Oten, in proving the anount of actual |oss, the
t axpayer mnmust denonstrate not only the val ue of what
t he taxpayer may have left after the loss but his cost
or other basis in the itemon which | oss is sustained.
Thi s phase of the problemrequires essentially a
factual denonstration. Estimates and crude
approxi mations are not sufficient. [7 Mertens, Law of
Federal | ncone Taxation, sec. 28.04, at 25 (2001 rev.);
fn. ref. omtted.]?°

10 The concept that different valuation contexts nay cal
for different valuation approaches is not a novel or new
proposition. As stated in a |leading valuation treatise: “an
asset’s value for one federal tax purpose may be different from
its value for another federal tax purpose.” Bogdanski, Federal
Tax Valuation, par. 2.03, at 2-169 (1996). An asset’s value may
di ffer depending on the val uation context because “both the
concepts of value and the technique of its proof are decidedly
i nfluenced by the specific purpose for which the valuation is
made.” 1 Bonbright, The Valuation of Property, at 4-5 (photo.
reprint 1965) (1937); see also, Smth & Parr, Valuation of
Intellectual Property and Intangible Assets, ch. 5, at 140-142
(2d ed. 1994) (the value of an asset mamy be inpacted by the
under | yi ng purpose for the valuation of the asset).

Courts have recognized that in the estate tax context the
val uati on approach used to calculate the value of a gross estate
(e.g., a grouping of the assets together) may be different from
t he approach used to cal culate the value of a deduction fromthe
gross estate. Ahmanson Found. v. United States, 674 F.2d 761
(9th Cr. 1981); Estate of Chenoweth v. Conm ssioner, 88 T.C
1577 (1987). I n Ahmanson Found., the Court of Appeals for the
Ninth Crcuit stated as foll ows:

there are conpelling considerations in conflict with
the initially plausible suggestion that valuation for
(continued. . .)
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pur poses of the gross estate nust always be the sane as
val uation for purposes of the charitable deduction.
When the valuation would be different dependi ng on

whet her an asset is held in conjunction with other
assets, the gross estate nmust be conputed considering
the assets in the estate as a block. * * * The

val uation of these sane sorts of assets for the purpose
of the charitabl e deduction, however, is subject to the
principle that the testator may only be allowed a
deduction for estate tax purposes for what is actually
received by the charity -- a principle required by the
pur pose of the charitable deduction. [Ahmanson Found.
v. United States, supra at 772.]

See also Estate of Chenoweth v. Conm ssioner, supra at 1589,
where an asset was to be valued differently for gross estate
purposes than it was to be valued for marital deduction purposes;
and see 15 Mertens, Law of Federal I|ncone Taxation, sec. 59.54,
at 154 (2002 rev.), which provides as follows:

for estate tax val uation purposes a bl ock of stock may
be treated as a single controlling block of stock, even
t hough the bl ock is bequeathed to the decedent’s
survivors and his spouse in separate parts. * * *
However, for purposes of the estate tax marital
deduction valuation, the portion of the sanme decedent’s
interest in the conpany that passes to his surviving
spouse should be treated as a separate mnority

i nterest and di scounted accordingly. [Fn. refs.
omtted.];

and Lavoi e, 831-2d Tax Mgnt. (BNA), “Valuation of Corporate
Stock”, at A-62 (1998), which provides as foll ows:

| f a decedent dies owning a controlling interest
in a corporation, then the stock is valued as a
controlling interest irrespective of the nunber or
identity of the decedent’s | egatees. However, per share
val ue determ ned for purposes of inclusion in the
decedent’ s gross estate does not necessarily control
the value assigned to shares for purposes of
determ ning all owabl e deductions to the estate. * * *
[Fn. ref. omtted.]
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and further with regard specifically to | oss deductions and
i ntangi bl e assets, Mertens provides:

When an asset is conposed of individual accounts which

cannot be accurately valued, the asset is treated as an

i ndivisible asset and term nation of any individual

account nerely dimnishes the value of the indivisible

asset. Unless the taxpayer can prove with reasonabl e

accuracy the basis in the particular account |ost, the

i ndivisible asset rule prohibits a | oss deducti on,

since the requirenent that the | oss be evidenced by a

cl osed and conpleted transaction is not net. * * *

[7 Mertens, Law of Federal |ncone Taxation, sec. 28.15,

at 49-50 (2001 rev.).]

Petitioner herein acknow edges that |oss deductions under
section 165(a) are allowable only on an asset-by-asset basis, not
on the basis of some cunulative dimnution in the fair market
val ue of an aggregate group of assets of which the |ost asset is
a part. Accordingly, petitioner agrees that under section 165(a)
it is only the anbunt of a taxpayer’s specific tax basis in
separate and discrete assets that constitutes an all owabl e | oss
deduction. Accordingly, petitioner argues, as indeed it nust,
that the $4 mllion (in claimed | oss deductions for 1994 rel ating
to petitioner’s group contracts) represents the cunul ative total
of 376 separate | oss deductions, reflecting the cunul ative total
st epped-up January 1, 1987, tax basis in each of petitioner’s 376

group contracts. !

1 In the instant case, with regard specifically to the
burden of proof and particularly to the difference between the
(continued. . .)
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The task of resolving the fact issue as to the fair market
val ue of petitioner’s separate health insurance group contracts
is conplicated by petitioner’s pre-1987 history as a nontaxabl e
entity, during which years petitioner’s tax basis in and the fair
mar ket val ue of petitioner’s health insurance group contracts
were not relevant and were not recorded on petitioner’s books and
records. This task is also conplicated by the provisions of the
basis step-up provision of TRA 1986, under which it was
anticipated that taxpayers who thereby becane taxable would go
t hrough a process of identifying their assets, of nmaking fair

mar ket val uations of those assets as of January 1, 1987, and of

(... continued)
$2, 648,249 in |l oss deductions originally clainmed on petitioner’s
1994 corporate Federal incone tax return and the $4 million in
| oss deductions raised by petitioner at trial relating to
petitioner’s 376 group contracts, petitioner agrees that the
burden of proof herein is on petitioner. Rule 142(a).

Wth regard, however, to the $2,648,249 in | oss deductions
relating to the 376 group contracts that were cl ai med on
petitioner’s original 1994 corporate Federal incone tax return,
petitioner asserts that respondent, in the notice of deficiency,
did not raise the factual valuation issue as a ground for the
di sal | ownance of the clainmed |osses (i.e., whether petitioner, for
| oss deduction purposes, adequately valued the 376 group
contracts). Petitioner therefore argues that respondent, rather
than petitioner, herein should have the burden of proof as to the
factual valuation issue to the extent of the $2,648,249 in | oss
deductions clainmed on petitioner’s original 1994 corporate
Federal inconme tax return. Rule 142(a)(1).

We disagree. In disallowing the total $2,648,249 in |oss
deductions clainmed on petitioner’s original 1994 corporate
Federal inconme tax return, respondent’s notice of deficiency,
anong ot her things, used broad | anguage relating to whether
petitioner sustained “any | oss”, which |anguage we believe in
this case includes the factual valuation issue.
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recording and reflecting those fair market valuations on their
tax books and records on an asset-by-asset basis.

Herein, as explained, such a valuation of petitioner’s
heal th i nsurance group contracts was not attenpted until sonetine
in 1995, 8 years after enactnent of TRA 1986, which 1995
val uation was then discarded by petitioner and replaced with an
unexpl ai ned val uation done in 2001 and | ater by a val uation done
in 2003. The 2003 val uation on which petitioner now relies was
not conpleted until 16 years after the relevant val uation date.

Further conplicating the matter before us is the fact that
the health insurance group contracts at issue herein constitute
“cust oner - based” intangi ble assets of a type that, as discussed
above, are particularly difficult to categorize and to value, to
di stinguish froma taxpayer’s goodwi ||, and that over the years
have been the subject of difficult litigation.

Petitioner argues that its 23,526 health i nsurance group
contracts constituted separate, discrete assets that may be and
that were val ued separately as of January 1, 1987, and that we
shoul d accept petitioner’s $131, 697,202 cunul ati ve total
valuation for the 23,526 group contracts in effect on January 1,
1987, and petitioner’s $4 mllion curul ative total valuation for
the 376 group contracts termnated in 1994, and that we should
allow petitioner the total $4 mllion in | oss deductions cl ai ned.

Respondent argues that petitioner’s valuation of the 376
group contracts is deficient, that it is based on a nethodol ogy

that effectively and inproperly values the 376 group contracts as
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part of a block rather than as separate assets, and that it fails
to take into account discrete characteristics of each group
contract, and therefore that the group contracts should be
treated as an indivisible nass asset ineligible for the | oss
deducti ons cl ai ned.

We have considered carefully the above court opinions, and
we have reviewed carefully the parties’ argunents, expert w tness
reports, and expert wi tness testinony. Based on that
consideration and review, we conclude that petitioner’s valuation
of its health insurance group contracts is inadequate and does
not properly and credibly establish a discrete January 1, 1987,
value (and therefore a tax basis for |oss deduction purposes) for
the 376 separate group contracts. Petitioner is not entitled to
the clained total $4 million in | oss deductions under section 165
relating to the 376 group contracts termnated in 1994.

The val uation of petitioner’s health insurance group
contracts by petitioner’s expert was inadequate for a nunber of
reasons. Petitioner’s expert derived his value for petitioner’s
heal th i nsurance group contracts by treating all of petitioner’s
23,526 group contracts in effect on January 1, 1987, as if they
were sold by petitioner together as a group in a hypothetical
reinsurance transaction. 1In this hypothetical, a buyer would
acquire frompetitioner the right to premuns, the risk, and the
liabilities associated with all 23,526 group contracts, with
petitioner (in exchange for a fee to be paid by the buyer to

petitioner) continuing to service all of the group contracts
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under petitioner’s existing name. Under this reinsurance nodel
used by petitioner’s expert, petitioner’s 23,526 group contracts
effectively were val ued together as a mass and not as distinct
assets separate fromeach other and from petitioner’s other
i nt angi bl e assets.

In his valuation, petitioner’s expert utilized inconplete
information and either ignored, inproperly applied, or nade
i ncorrect assunptions about unique characteristics associ ated
Wi th petitioner’s group contracts.

In his analysis of the life of petitioner’s health insurance
group contracts, petitioner’s expert incorrectly assunmed a 20-
year useful life for all of petitioner’s separate health
i nsurance group contracts, and he incorrectly assunmed that |apse
rates for the group contracts would be consistent with certain
out dat ed i nformati on.

We explain further the key aspects of petitioner’s expert’s

val uation of the group contracts with which we disagree. !?

Rei nsur ance Myde

The reinsurance nodel used by petitioner’s expert val ues

petitioner’s 376 group contracts that were termnated in 1994 and

2 In the instant case, because petitioner went to sone
significant effort to cure the itemby item val uation
deficiencies that the District Court detailed in its opinion in
Trigon Ins. Co. v. United States, 215 F. Supp. 2d 687 (E.D. Va.
2002), supplenented at 234 F. Supp. 2d 581 (E.D. Vva. 2002), our
criticisns of petitioner’s valuation of the group contracts are
nmore general than those of the District Court in Trigon Ins. Co.,
but they are equally fatal to petitioner’s clained | oss
deduct i ons.
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that are in issue in this case as if the 376 contracts were sold
in a reinsurance transaction that occurred on January 1, 1987, as
part of a larger sale for $131.7 mllion of all 23,526 of
petitioner’s group contracts in effect on that date.

In treating the 376 group contracts as if they were sold
together in one transaction, along with the bal ance of
petitioner’s 23,526 group contracts, petitioner’s expert
erroneously mnimzes the risk inherent in each separate group
contract, nmaxim zes the value of petitioner’s group contracts,
and, for | oss deduction purposes, overstates their val ue.
Petitioner’s expert’s $131.7 mllion reflects the cunul ative
total value of petitioner’s 23,526 group contracts as a whol e,
and the expert appears to include therein the val ue of
petitioner’s other intangible assets (e.g., goodw ||, trade nane,
and provi der network).

Petitioner’s expert acknow edged that under his nethod he
val ued petitioner’s group contracts in a way that reflected nore
than just the value of each separate group contract. In his
report and testinony, petitioner’s expert states as foll ows:

as in the case of nost intangible assets, the val ue of

group health insurance contracts can be realized in a

mar ket transaction where the contracts are transferred

together with other assets. |In this case, the

hypot heti cal market transaction to realize that val ue

could be a transfer that includes all of * * *

[ petitioner’s] assets, including such assets as the

provi der network. As | indicated earlier, a

hypot heti cal market transaction that realizes the ful

econoni c valye of the contracts could be structured as
a sal e by reinsurance.
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Q Now, in making your assunption in assumng this
rei nsurance transaction, did you assunme that the
contracts, in fact, would be sold one at a tine?

A No. In fact, | would think that would be quite
unlikely, for the nost part.

* * * | anticipate that sonebody in the insurance

busi ness who woul d be an interested buyer of this

busi ness would wi sh to buy in bul k.

Petitioner’s expert asserts that under his reinsurance nodel
the value (calculated for and assigned to each of petitioner’s
376 group contracts that termnated in 1994) would be the sane
whet her the hypothetical sale constituted a sale of all 23,526 of
petitioner’s group contracts or constituted a sale of just the
376 group contracts that termnated in 1994. According to
petitioner’s expert, the 376 group contracts in issue would
t hensel ves constitute a “credi ble” block (i.e., the expected
incone flow fromthe group would not be affected significantly by
fluctuations in clainms experience within the bl ock).

As noted however, and as it nust, petitioner does not claim
a single | oss deduction in 1994 upon the term nation of the 376
group contracts. Rather, petitioner clains 376 separate |oss
deductions relating to the term nation of each of the 376
separate group contracts. Wiat is required to support
petitioner’s clainmed | oss deductions under section 165 are
val uations of the group contracts that reflect a value for each
contract as a separate and discrete contract.

In this regard, the District Court in Trigon Ins. Co. V.

United States, 215 F. Supp. 2d at 709, stated as foll ows:
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the issue is not whether the highest and best use of

* * * [the taxpayer’s group] contracts is as part of an

ongoi ng heal th insurance conpany. |Indeed, that is the

only use of the contracts. The issue, instead, is

whet her specific contracts can be val ued separately

fromthe block of contracts to which they bel ong.

To account for intangible assets such as goodwi |l that were
associated with the group contracts and that were not |ost upon
termnation in 1994 of just 376 of the group contracts,
petitioner’s expert clainms that (rather than make a capital
charge to account for and to carve out the appropriate val ue of
the ot her intangi ble assets) he nade sone type of vague expense
adjustnment. Petitioner’s expert’s explanation for failing to
make a capital charge for the value of other intangible assets
associated with the 376 group contracts is not credible.
Petitioner’s expert’s valuation does not properly value and carve
out fromthe valuation of the 23,526 group contracts, nor does it
separate fromthe value of the 376 group contracts in issue, the
val ue of related but nonterm nated intangi ble assets such as
goodwi | | .

In summary, by treating the 376 group contracts in issue as
if they were sold in a reinsurance transaction involving a
package of all 23,526 group contracts, petitioner’s expert
effectively lunps all of petitioner’s group contracts together
and val ues the group contracts as a block. This approach is
contrary to petitioner’s position that for | oss deduction

pur poses the 376 group contracts that were termnated in 1994

were properly and discretely valued. 1In other words, al
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petitioner has done is establish that the group contracts are
capabl e of being valued in blocks. Petitioner has not, however,
established that the group contracts are capable of being val ued

separately and i ndependently as individual assets.?®

Contract Characteristics

Even if petitioner’s expert’s valuation nodel (nanely, a
rei nsurance transaction involving all 23,526 group contracts)
were to be regarded as a proper nodel for the valuation for |oss
deducti on purposes of petitioner’s 376 group contracts term nated
in 1994, petitioner’s expert utilized inconplete informtion and
made erroneous assunptions relating to the characteristics of the
group contracts that al one would support disall owance of the
$4 mllion in |loss deductions clained.

First, with regard generally to all of petitioner’s group
contracts (both community rated and experience rated),
petitioner’s expert: (1) lIgnored or did not consider historical

prem um paynent and claim patterns and renewal expectations

13 W note that the appendices to the valuation report of
petitioner’s expert |ist separate dollar anpunts for each of
petitioner’s 23,526 group contracts in effect on Jan. 1, 1987.
The anobunt shown for each contract, however, was cal cul ated by
petitioner’s expert based on a valuation nethodol ogy and
assunptions that relied on the attributes and characteristics of
all of petitioner’s group contracts rather than the attributes
and characteristics of each contract as a separate and di screte
asset. This is not to say that petitioner’s expert assigned to
each of the 23,526 group contracts the sane doll ar anount based
solely on a pro rata share of petitioner’s expert’s $131.7
mllion cunmul ative total valuation. The dollar anount cal cul ated
by petitioner’s expert for each of the group contracts reflected
only limted contract-specific characteristics.
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relating to each contract; (2) inproperly applied average prem um
rates to a nunber of group contracts with respect to which he
| acked premiumdata; and (3) inproperly assunmed that over tine
there would be neither growh nor decline in the nenber size of
each group

Anot her of petitioner’s experts (petitioner’s second expert)
di scussed the inportance of petitioner’s know ng and
under st andi ng the historical prem um paynent and cl aimpatterns
and the expectation of renewal for each separate group contract.
In conparing the relationship between an insurance conpany and
its individual and group custoners to the relationship between a
general service provider such as a fast-food restaurant or a
supermarket and its custoners, petitioner’s second expert stated
that an insurance conpany has a personal relationship with each
of its custoners while a general service provider has a
relationship with its custoner base as a whole. According to
petitioner’s second expert, this distinction is due, in part, to
the i nsurance conpany’ s know edge and i nformati on about the
uni que characteristics of each of its custoners including the
hi storical prem um paynent and claimpatterns for each custoner
and information regarding the |likelihood that each custonmer w ||
or will not renewits contract with the insurance conpany.

Had petitioner’s valuation been undertaken at a tinme nore
proxi mate to the January 1, 1987, valuation date, it is likely

that inportant information relating to the particul ar
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characteristics of each group contract woul d have been avail abl e
for use in the valuation of the group contracts.

In order for the valuation of petitioner’s health insurance
group contracts to reflect a discrete value for each group
contract, the prem um paynent and claimpatterns and the
information relating to renewal expectations for the separate
contracts were necessary and shoul d have been avail able for use
by petitioner’s expert in the valuation.

O petitioner’s 11,070 group contracts invol ving basic
medi cal and/or basic hospital coverage in effect on January 1,
1987, petitioner |acked information regarding premumrates on
9,288 of the group contracts. In light of this m ssing
information, petitioner’s expert derived an average premumrate
frompetitioner’s 1,782 group contracts involving basic nedical
and/ or basic hospital coverage for which petitioner did have
avail able premumrate information. These 1,782 group contracts
wWth premumrate information consisted of both conmunity-rated
and experience-rated group contracts and varied in benefit type
bet ween individual, parent with children, and famly. The
nonthly prem uns for these contracts ranged froma | ow of $29. 83
to a high of $115.79. Fromthese 1,782 group contracts involving
basi ¢ nmedi cal and/or basic hospital coverage, petitioner’s expert
derived his average nonthly premiumrate of $55.42.

Petitioner’s expert then assuned that each of the 9, 288
group contracts involving basic nedical and/or basic hospital

coverage with respect to which petitioner |acked prem um
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informati on had the sane average nonthly prem uns regardl ess of
the type of benefit or whether the contracts constituted
comunity or experience-rated contracts.

Val ui ng approxi mately 40 percent of all of petitioner’s
group contracts (9, 288 divided by 23,526 equals 40 percent) using
an average premiumrate reflects the |lack of contract-specific
information avail able to petitioner’s expert and the aggregate
val uati on net hodol ogy used by petitioner’s expert.

Petitioner’s expert also assuned that for each of
petitioner’s health insurance group contracts in effect on
January 1, 1987, the average nunber and the nakeup of the
i ndi vi dual nenbers covered under each group contract would renmain
constant throughout the 20-year useful life period that he used
for each contract. His assunption, however, was incorrect. For
exanpl e, after downsizing its business, one of petitioner’s
groups that was enrolled with petitioner in 1989 with 200 nenbers
|ater reenrolled with petitioner in 1992 with a group size of
just 32 nenbers.

The assunption regarding group size significantly affected
petitioner’s expert’s valuation of the group contracts. As noted
by one of respondent’s experts, a nere 1l-percent decline in the
total menber enrollnment relating to petitioner’s group contracts
woul d reduce the present value of all 23,526 group contracts by
approxi mately 15 percent.

Wth regard specifically to petitioner’s community-rated

group contracts, petitioner’s expert valued these contracts using
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average clains and expense ratios. By applying average cl ains
and expense ratios to petitioner’s conmmunity-rated group
contracts, petitioner’s expert fails to account for the
characteristics of individual nenbers of each group such as age,
gender m x, nunber of persons covered, famly conposition,
occupation, differing health conditions, and historical clains
experience unique to the individuals and famlies covered by each
group contract.

W note that petitioner’s experts acknow edged that specific
characteristics unique to each community-rated group contract and
its menbers would be considered inportant by petitioner’s
conpetitors in any attenpt to obtain (by purchase or otherw se)

di screte comunity-rated group contracts.

Further, the use by petitioner’s expert of average clains
and average expense ratios for community-rated group contracts
expl ains why he treats each community-rated group contract as
profitable. For exanple, use of a clains ratio just 1 percent
hi gher than the aggregate average clains ratio used by
petitioner’s expert for community-rated group contracts would
reduce petitioner’s projected profit relating to the contracts by
nore than half. Petitioner’s expert treats the average
community-rated group contract as profitable, and he treats each
communi ty-rated group contract as profitable.

Turning to petitioner’s experience-rated group contracts,
petitioner’s expert again assunes that all of the experience-

rated group contracts had the sanme profit margin and that
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petitioner was realizing | osses on none of the experience-rated
group contracts. In explanation, petitioner’s expert notes that
t he experience-rated group contracts had reserve nechani sns t hat
al l owed petitioner potentially to recoup losses relating to
particul ar experience-rated group contracts. Petitioner,
however, was not insulated fromlosses relating to experience-
rated group contracts, and every experience-rated group contract
coul d produce an unrecoverable | oss for petitioner. The
retrospective credit contracts could be term nated by the groups
at will even if they had a deficit account, and petitioner could
only recoup a shortage with respect to its retrospective refund
contracts if the contracts produced excess prem uns in subsequent
years.

By not taking into account contract-specific characteristics
relating to experience-rated group contracts, petitioner’s expert
concl uded that the average experience-rated group contract would
not experience a loss, and his valuation did not reflect or
identify which experience-rated group contracts should be so
treated as | oss contracts and val ued accordingly.

The error of petitioner’s expert’s approach in this regard
is illustrated by an exanpl e involving Pennsylvania Farnmer’s
Union, and facts that generally postdate January 1, 1987, but
that nevertheless illustrate the problemw th petitioner’s
val uation approach. As of January 1988, Pennsylvania Farner’s
Union maintained with petitioner three experience-rated,

retrospective credit group contracts with a cunul ative deficit of
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approxi mately $700,000. By early 1994, the curnul ative deficit
had reached $4 nmillion, and petitioner had proposed a 48-percent
rate increase to take effect the follow ng year. Pennsylvania
Farnmer’s Union did not accept the rate increase proposed by
petitioner, and its group contracts with petitioner were
termnated in 1994.

In spite, however, of the mllions of dollars in deficits
that petitioner had incurred relating to the three Pennsylvani a
Farmers’ Union group contracts (particularly the $568, 000
cunul ative deficit that had built up in 1988 and prior years),
petitioner’s expert assigned the three Pennsylvania Farnmer’s
Union contracts a total positive value of $479,000, or nearly 20
percent of the total value attributed to all of petitioner’s

experience-rated group contracts that were termnated in 1994.

Li fing Anal ysi s

In establishing the future inconme streamfor the group
contracts, petitioner’s expert undertook a lifing analysis of
petitioner’s group contracts in which he, in present value terns,
set forth the after tax incone he expected petitioner’s 23,526
group contracts to generate over the course of 20 years (1987-
2006) .

In his lifing analysis of petitioner’s group contracts, in
his attenpt to account for the reality that not all of
petitioner’s group contracts would remain in existence for 20
years, petitioner’s expert utilized historical |apse rates

relating to a sanple of petitioner’s group contracts that
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term nat ed between 1982 and 1986, which indicated that each group
contract had a 2.2-percent to 7.5-percent probability of |apsing
fromyear to year, depending on factors such as group size and
duration of the contract.

The | apse rates utilized by petitioner’s expert, however, do
not account for foreseeable, as of January 1, 1987, and
significant changes in the health insurance marketplace that were
i mm nent and about to inpact petitioner’s business and that
constituted significant factors affecting the life and val ue of
petitioner’s health insurance group contracts.

As expl ai ned, by the m d-1980s, the national health
i nsurance mar ket pl ace had becone increasingly conpetitive with
escal ating health care costs, the energence of new health care
products, and the continued growh of alternative health care
product delivery services such as HMs, PPGs, and pl ans
adm nistered by third party adm ni strators.

As evidenced by the foll ow ng quotation frompetitioner’s
1985 Annual Report, by the m d-1980s petitioner’s managenent was
aware that new health insurance products and new marketi ng
techni ques were creating an increasingly conpetitive health
i nsurance i ndustry:

W are witnessing the energence of a new
conpetitive market in the delivery and financing of

health care services. During 1985 the once clear line
of demarcation between the financing and the delivery

of health care continued to fade. 1In Centra
Pennsyl vani a and the Lehigh Valley new conpetition
energed -- not just frominsurance conpanies and third-

party adm nistrators, but from Heal th Mi ntenance
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Organi zations (HM3s), Preferred Provider Organizations
(PPGs), and other new delivery and financi ng schenes.

Many of these new conpetitors are sponsored by or
joint ventures with the doctors and hospitals who al so
provide care. This fading of the |line between
financing and delivery represents a major turning point
for our industry. It creates a challenge to all of the
tradi tional assunptions about our busi ness.

M nutes of petitioner’s 1986 corporate planning neeting
state as foll ows:

The Plan wll continue to face conpetition from new

entities, e.g., self insurance, TPA's, HMJO s and PPO s.

As this conpetition increases Capital Blue Cross nust

protect against cost shifting and adverse sel ection and

becone responsive to a changed market pl ace.

* x * Geater efforts wll be made by commerci al

carriers to increase their share of the market. These

carriers who are able to provide life, health

accident, etc., wll be in an advantageous position by

bei ng able to provide w de-rangi ng benefits.

By basing the |lapse rates for his lifing anal ysis of
petitioner’s group contracts on 1982-1986 | apse rate information
relating to petitioner’s group contracts, petitioner’s expert
| argely ignored the industry changes of which petitioner’s
managenent, as of January 1, 1987, was aware. Any val uation of
petitioner’s group contracts should have consi dered the changes
occurring in the insurance marketplace as of January 1, 1987.

Further and significantly, because petitioner’s group
contracts were effectively termnable at will, petitioner’s
custoners could cancel their contracts with petitioner for any
nunber of reasons, nmaking the realistic useful life or duration

of petitioner’s health insurance group contracts directly
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i npacted by what is referred to as “human el enents”. These human
el ements associated with petitioner’s group contracts created a
significant elenment of unpredictability with regard to the useful
life of petitioner’s group contracts.
Various courts have commented on the difficulties presented
when such human el ements are associated with the val uation of

i ntangi bl e assets. In Ithaca Indus., Inc. v. Conm ssioner, 17

F.3d at 689-690, the Court of Appeals for the Fourth Crcuit

concl uded that the taxpayer was not allowed to anortize the val ue
of its enployee workforce due in large part to the human el enents
associ ated with enpl oyee behavi or.

In Aobe Life & Accident Ins. Co. v. United States, 54 Fed.

a. 132 (2002), the Court of Federal Cains held that the clained
val ue of a group of insurance agents was not subject to
anortization due to the many variables involved in attenpting to
determ ne the useful life of an intangible asset that is directly
tied to human relations. 1d. at 139.

Petitioner’s expert did not adequately take into account
t hese human el enents. Indeed, there is not a single clear
reference in his valuation report relating to the human el enents
to be taken into account in the valuation of petitioner’s health
i nsurance group contracts. One vague reference thereto coments
sinply that “It is not possible to predict when any particul ar
group contract wll |apse.”

By valuing all 23,526 of petitioner’s group contracts based

on a useful life of 20 years, petitioner’s expert inmplicitly
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i gnores the human el enents associated with the group contracts
and whether they will be renewed or term nated by the group

sponsors.

Concl usi on
Petitioner is not entitled to the clained $4 nmillion in | oss
deductions relating to the 376 health insurance group contracts

that were term nated in 1994.

Deci sion will be entered

for respondent.




